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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VELLS, Judge: Respondent determ ned the foll ow ng
deficiencies in income tax and penalties for petitioners’

and 1992 taxabl e years:
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Frank H. Bl ack

Year Defi ci ency Penalty sec. 6662(a) Penalty sec. 6663
1991 $22, 904 n/ a $17,178. 00
1992 60, 262 n/ a 45, 196. 50

Marla C. Bl ack

Year Defi ci ency Penalty sec. 6662(a) Penalty sec. 6663
1991 $22, 904 $4, 580. 80 n/ a
1992 60, 262 12, 052. 40 n/ a

After concessions, the issues we nust decide are: (1)
Whet her petitioner Frank Black is liable for the fraud penalty
pursuant to section 6663! for taxable years 1991 and 1992; (2)
whet her assessnent of the deficiencies in inconme tax and
penalties for the taxable years 1991 and 1992 is barred by the
statute of limtations; (3) whether petitioners failed to report
i ncome of $107,082 and $160, 706, respectively, on their 1991 and
1992 joint inconme tax returns; (4) whether petitioners have
substanti ated the existence or anounts of any net operating
| osses for the taxable years 1991 and 1992; (5) whether
petitioners have substantiated that they are entitled to capital
| oss carryover deductions for the taxable years 1991 and 1992 of
$3, 000 for each year; (6) whether petitioners failed to report
interest and dividend inconme on their 1992 joint return of $3,748
and $35, respectively; and (7) whether petitioner Marla Black is

liable for a penalty pursuant to section 6662(a).

IUnl ess otherwise indicated, all Rule references are to the
Tax Court Rules of Practice and Procedure, and all section
references are to the Internal Revenue Code, as anended.



FI NDI NGS OF FACT

Sone of the facts and certain exhibits have been sti pul at ed.
The parties’ stipulations of fact are incorporated herein by
reference and are found as facts. Petitioners resided in Rock
Hll, South Carolina, at the tine the petition was fil ed.

Petitioners are Frank H Black (M. Black) and Marla C
Black (Ms. Black). Petitioners were married throughout al
rel evant peri ods.

M. Black graduated from M chigan State University in 1969
with a Bachel or of Science degree, majoring in sociology and
mnoring in religion. He was self-enployed during 1991 and 1992
as a |licensed stockbroker, investnment consultant, and insurance
agent .

On July 1, 1990, M. Black started his own business, Frank
Bl ack d/ b/a Robert Thomas Securities, which continued to operate
t hroughout 1991 and 1992. On May 18, 1992, M. Black forned a
North Carolina “C Corporation”, Frank Black, Inc. Respondent has
not conducted an exam nation of Frank Bl ack, Inc., for the
t axabl e year 1992.

M. Bl ack maintained his own books and records for 1991 and
1992, but failed to maintain conplete and accurate books and

records of inconme and expenses for either taxable year.
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Petitioners filed tinely joint Federal income tax returns
for taxable years 1991 and 1992. M. Black prepared a draft of
the 1991 joint return and took it to a certified public
accountant (C.P.A ) for review The C. P.A nade sonme m nor
corrections, then used the data shown on the draft to create a
conputer-generated 1991 joint return. The 1992 joint return was
prepared by an accountant based upon conputer printouts of incone
and expenses and oral information provided by M. Bl ack.

I nternal Revenue Service (I RS) Revenue Agent Margar et
McCarter (Agent McCarter) was assigned to the exam nation of
petitioners’ joint returns for the taxable years 1991 and 1992.
Agent McCarter’s initial contact with M. Black occurred on
May 11, 1993, when she nmailed hima letter advising himthat
his 1991 incone tax return was bei ng exam ned and schedul i ng an
appoi ntnent for May 24, 1993.

M. Black refused to neet with Agent McCarter. As a result,
nmost of Agent McCarter’s |later contacts were with the
representatives to whom M. Bl ack del egated powers of attorney.

On May 26, 1994, Agent McCarter referred M. Black’s case to
the RS Crimnal Investigation D vision.

On Cctober 18, 1994, IRS Special Agent Dennis O Dell (Agent
O Dell) and Agent McCarter went to neet with M. Black at his
pl ace of business in Charlotte, North Carolina. After arriving,

t hey introduced thenselves to M. Black, and Agent O Del
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informed M. Black why they were there. As Agent O Dell began
reading himhis rights, M. Black interrupted him said the
interview was over, and asked themto | eave.

Agent McCarter, and later also Agent O Dell, were forced,
because of M. Black’s refusal to provide requested bank and
ot her relevant records, to serve nunmerous |RS sumobnses on M.

Bl ack, banks, and other third parties in order to obtain the
i nformati on necessary to determne petitioners’ incone tax
l[iabilities for the taxable years 1991 and 1992.

Duri ng Novenber 1994, Agent O Dell provided M. Black’s
representatives with a printout of cancel ed checks and asked them
to have M. Black classify the purpose of the checks as either
busi ness or personal. Over 3 nonths later, M. Black still had
not classified the checks. On March 4, 1995, Agent O Dell wote
M. Black’s representatives, again requesting that M. Bl ack
classify the checks, and al so asked that M. Black conplete and
return the Cash On Hand Statenent enclosed with that letter. On
March 15, 1995, M. Black’s principal attorney, Robert
Mendenhal |, advised Agent O Dell that M. Black “is being very
obstinate” and that he hoped that one of M. Black’s other
attorneys, who was neeting with M. Black “can convince himthat
this is a serious matter”. On the basis of M. Black's |ack of

cooperation, the | ack of adequate books and records of incone and
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expenses, and evidence showi ng that petitioners had acquired
assets and nmade substantial expenditures, Agent MCarter decided
to use an indirect nmethod of proof to reconstruct M. Black’s
income for 1991 and 1992. Agent MCarter ultimately determ ned
that the net worth nmethod woul d be the nost appropriate nethod to
use. Agent MCarter prepared a revenue agent’s report setting
forth the results of her exam nation of petitioners’ returns for
t he taxable years 1991 and 1992.

On June 9, 2004, respondent issued a statutory notice of
deficiency to petitioners for taxable years 1991 and 1992. 1In
the notice of deficiency, respondent determ ned petitioners’
taxabl e income for 1991 and 1992 using the net worth nethod of
proof. Respondent determ ned that petitioners made nondeducti bl e
expendi tures during taxable years 1991 and 1992 of $108, 768. 01
and $188,219. 01, respectively.

M. Black applied for a $250,000 Iife insurance policy.

M. Bl ack’s business wote check No. 1908 dated 12/10/92 to First
Col ony Life Insurance Co. of $318.24 for a $50,000 |ife insurance
policy on M. Bl ack.

Respondent’s net worth conputations treat certain paynents
made by M. Bl ack’s businesses during 1991 and 1992 for nedical
expenses as nondeducti bl e personal expenditures made by

petitioners.
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M. Black wote a |etter as manager of Robert Thomas
Securities to Lincoln National Insurance canceling a group
medi cal insurance policy and stating that his business was
renewi ng a group nedi cal insurance policy with Continental
| nsur ance.

Special Agent O Dell stated in his report that M. Black
paid a total of $4,371 in health insurance prem uns during the
period January through July 1991, before term nating the policy.

During 1992, M. Black paid the C.P.A firmof Mrtinson,
Newton & Co., C.P.A s, a fee of $225 for preparing petitioners’
1991 joint return, and for preparing anmended joint Federal and
State inconme tax returns for 1990.

During 1992, M. Black paid Bob Wst a fee of $250 to form
M. Black’s North Carolina C Corporation, Frank Black, Inc.

The notice of deficiency treated both the $225 incone tax
return preparation fee and the $250 incorporation fee as
nondeducti bl e expenditures for purposes of respondent’s net worth
conput at i on.

During 1991 and 1992, petitioners made credit card paynents
totaling $22,796.48 and $20, 320. 19, respectively, all of which
paynments were treated as nondeductible in the notice of
defi ci ency.

Petitioners clainmed Schedule C, Profit or Loss From

Busi ness, deductions on their 1991 joint return for paynents of
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$3,000 to each of their children Dom ni que (born on Cctober 27,
1983) and Jonat han (born on May 31, 1985). Petitioners clained
Schedul e C deductions on their 1992 joint return for paynents of
$5, 240 made to each of their children Dom ni que and Jonat han.

The notice of deficiency treated the full anounts of the paynments
by M. Black to Dom ni que and Jonat han during 1991 and 1992 as
nondeducti bl e for purposes of respondent’s net worth conputation.

M. Black issued Fornms 1099-M SC reporting the paynents nade
to Dom ni que and Jonathan in 1991 and 1992. Federal and State
inconme tax returns were filed for Dom ni que and Jonathan for the
taxabl e years 1991 and 1992 reporting the anmounts shown on Forns
1099- M SC.

On Decenber 3, 1991, M. Black met with C.P. A Wlter
Martinson to discuss various aspects of M. Black’ s business.

One of the itens discussed was the possibility of M. Black’'s
paying his children. C P.A Mrtinson advised putting noney in
an account for themin their nanes.

During the taxable year 1991, M. Black was a general agent
for Cark Capital Managenment Goup (Clark Capital) and received
commi ssions fromdark Capital of $21,843.36. Petitioners did
not report any of the Clark Capital comm ssion incone on their
1991 joint return.

On July 26, 1985, petitioners submtted a consuner | oan

application to Honme Federal (Home Federal application). On the
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Honme Federal application, they listed under “ASSETS’ a “BRADFORD
MONEY MARKET” account valued at $9,000. On the “PERSONAL
STATEMENT” attached to the Hone Federal application, petitioners
stated that they possessed “Cash on hand and in banks” totaling
$9, 000.

| RS Revenue Agent Robin Helton (Agent Helton) was assigned
to exam ne petitioners’ joint returns for the taxable years 1987,
1988, and 1989. Petitioners’ 1987, 1988, and 1989 incone tax
returns reported taxable incone of $76,332, $44,581, and $26, 791,
respectively. Petitioners |ater agreed to deficiencies for
t axabl e years 1987, 1988, and 1989.

On May 8, 1990, Agent Helton conducted an initial interview
with M. Black in connection with her exam nation of petitioners
for the years 1987, 1988, and 1989. During that interview, she
guestioned M. Black about what was the “nobst cash you had on
hand during the tax year,” to which M. Black responded t hat
petitioners kept no great amounts of cash on hand. At no tine
during Agent Helton’s investigation did petitioners ever claimto
have had | arge anobunts of cash on hand.

On February 18, 1987, petitioners received a check of
$69, 133. 31 fromthe sale of a residence owned by Ms. Bl ack,

whi ch they deposited into one of their bank accounts during 1987.
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On Decenber 31, 1992, petitioners had cash on hand of
approxi mately $60, 000 and did not possess cash on hand in any
significantly greater anount.?

Petitioners were not mstrustful of banks, and they
mai nt ai ned several bank accounts and engaged in | arge nunbers of
banki ng transacti ons during both 1991 and 1992. Petitioners’ use
of bank accounts included the unusual practice of depositing and
writing numerous checks for small anobunts. During 1991 and 1992,
petitioners deposited 22 checks ranging from $0.63 to $23.47, and
al so wote 38 checks ranging from$2 to $9. 93.

M. Black knew t hat bank deposits are insured by the Federal
Deposit | nsurance Corporation and that he could have earned
consi derabl e suns of interest incone, with no risk, if he had
deposited the all eged cash hoard into a bank account.

Petitioners borrowed noney and paid interest on | oans during
not only 1991 and 1992, but also during prior years when they
al l egedly were accunul ating their cash hoard. Petitioners
cl ai mred and respondent all owed, Schedule A, Item zed Deducti ons,
nort gage interest deductions for each of the taxable years 1987
t hrough 1992.

M. Black borrowed $9,000 fromhis office nanager, Jeanette
Roberts, and repaid her during the sanme year that the | oan was

made.

2The parties stipulated these facts.
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Petitioners were unable to estimate, in dollars, the anounts
of the alleged cash hoard they contend were expended during
ei ther 1991 or 1992. Petitioners failed to provide any specific
details (i.e., dates, anounts, or itens purchased) concerning the
use of the alleged cash hoard during either 1991 or 1992 for
ei ther personal or business purposes.

Al'l of the nondeductible expenditures Agent MCarter took
into account in her net worth conputation were paid either by
check, or by credit card charges |later paid by check

The cash deposits into petitioners’ bank accounts totaled
$4,500 in 1991, and no cash deposits were made into petitioners’
bank accounts during 1992.

Petitioners clainmed net operating | oss deductions of $19, 008
and $29,917 on their 1991 and 1992 joint returns respectively.

Petitioners clainmed $3, 000 deductions for short-term capital
| osses on their 1991 and 1992 joint returns.

In the notice of deficiency, respondent determ ned that
petitioners omtted fromtheir 1992 joint return interest incone
of $3,748 and dividend i ncone of $35 that they received from
Aneri can Funds Service Conpany.

Agent McCarter based her adjustnents to petitioners’ 1992
i nterest income upon Fornms 1099 issued in M. Black’s nane and
Social Security nunber. None of the Forns 1099 were issued in

the name or enployer identification nunber of Frank Bl ack, Inc.
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Frank Bl ack, Inc., did not have any bank or other accounts
during 1992. Frank Bl ack, Inc., did not conduct any business
during 1992. Al of petitioners’ existing accounts remained in
their individual nanes. Al interest paid on petitioners’
accounts was earned by petitioners individually.

During the exam nation conducted for the taxable years 1979
t hrough 1981, M. Black refused to discuss the | arge deductions
clainmed for alleged contributions to the Universal Life Church
(ULC). In addition, he refused to provide any substantiation in
order to verify the secretarial expense and the casualty | oss
clainmed on the returns and stated that the agent had no authority
to ask any personal questions.

When questioned by Agent Helton during the initial interview
for the exam nation of petitioners’ 1987 through 1989 tax years,
M. Black generally was unresponsive and evasi ve.

During Agent Helton’s initial interview, M. Black told her
that petitioners had not acquired any assets during the years
1987 through 1989, even though they had acquired assets,

i ncl udi ng several autonobiles.

On their joint returns for the taxable years 1987, 1988, and
1989, petitioners deducted $22, 350, $13,125, and $13, 250,
respectively, for their alleged contributions to “New Faith

Bapti st Church” (NFBC). Respondent disallowed all of the
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NFBC deductions, and petitioners subsequently conceded, pursuant
to settlenment, that no NFBC deductions were allowabl e.

During the exam nation, M. Black gave Agent Helton a
statenent which he stated should be sufficient to verify the
deductions clainmed for contributions to NFBC. The st atenent
provi ded by M. Black included both the name of the all eged
church, listed as “New Faith Baptist, Inc.” and the anounts of
the alleged charitable contributions. Petitioners never provided
any evidence to Agent Helton to show that any church nanmed NFBC
actually existed. Agent Helton tried, w thout success, to verify
t he exi stence of NFBC through other nmeans. Agent Helton checked
the tel ephone listing for Rock Hill, South Carolina, and al so
checked the RS s official listing of approved section 501(c)(3)
organi zations, but found no listings for the alleged church.

Because the statenent provided by M. Black included “Inc.”
in the alleged church’s name, Agent Helton checked with the South
Carolina Secretary of State (SCSOS). Agent Helton | earned from
the SCSCS that a corporation named New Faith Baptist, Inc., was
on file with the SCSCS, and that its articles of incorporation
listed petitioners’ Rock Hill, South Carolina, address as its
corporate address, and |listed M. Black as a corporate officer.
During a January 28, 1991, tel ephone conversation, M. Black told

Agent Helton that NFBC had noved to Hickory, North Carolina.
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Petitioners never provided Agent Helton with any cancel ed
checks or any other credi ble evidence to show that they had nade
any contributions to NFBC (or any church) during 1987, 1988, or
1989.

During May 1991, Ms. Black purchased a new Magi c- Chef
el ectric range at Appliance and Furniture Wrld in Charlotte,
North Carolina. The range was installed in petitioners’ Kkitchen,
was used to cook neals for petitioners’ famly and their guests,
and it was not used for any business purposes. M. Bl ack
deducted the $839.95 paid for the electric range as “Supplies” on
the Schedule C attached to the 1991 joint return.

During February, 1991, petitioners paid $929.10 to Steve
Starnes, d.b.a. Steve’'s Uphol stery, for replacing the foam and
re-uphol stering a sectional sofa. The sofa was kept in the den
in petitioners’ hone, which was used on a regular basis as a
famly roomby petitioners and their children and was not devoted
exclusively to business purposes. M. Black deducted the $929. 10
paid for the sofa re-upholstery as “Supplies” on the Schedule C
attached to the 1991 joint return.

During May 1991, Ms. Black purchased a 75-gallon salt water
aquarium from Kent Drum (M. Drunm), the owner of K&M Pet Center.
The aquarium and rel ated equi pment were delivered to petitioners’
house on the evening of May 29, 1991, and left unassenbled in

their den. The next day M. Drum assenbl ed the aquariumin
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petitioners’ den. The aquariumwas set up the day before the
sixth birthday of petitioners’ son, Jonathan. The aquarium
remai ned in petitioners’ den until at |east March 6, 1995.
M. Black deducted the $1, 150 paid for the aquarium as “Supplies”
on the Schedule C attached to the 1991 joint return.

During 1992, Dani el Howachyn performed alterations on an
iron gate and al so fabricated an arched door nmade of treated
wood. Both the gate and door were |located in petitioners’
residential courtyard. Ms. Black paid for the work on the gate
with two checks of $425 and $200. M. Bl ack deducted both checks
to M. Howachyn as “Supplies” on the Schedule C attached to the
1992 joint return.

During both 1991 and 1992, M. Black wote checks to
petitioners’ daughter, Anita Black, who was attending coll ege at

the tine. A summary of these checks is as follows:

Year Anount St at ed Pur pose

1991 $900 Suppl i es

1991 $438 Suppl i es

1992 $102 Smal | overhead projector - supplies
1992 $375 Br ot her processor - supplies

1992 $400 Typewriter - supplies

1992 $500 Pay

1992 $500 Pay

1992 $300 Pay

M. Bl ack deducted the foregoing eight checks based on their
“Stat ed Purpose” on the Schedule C attached to the 1991 and 1992

joint returns. Anita Black never purchased equi pnent for or sold
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any equi pnent to M. Black. Although Anita Black occasionally
did some work for her father’s business, she never received a
paycheck. Anita Black did have a Brother processor and
typewiter and used them for schoolwork. M. Black did not issue
a Form 1099 or Form W2, Wage and Tax Statenent, for the $1, 300
allegedly paid to Anita Bl ack as wages during 1992.

For 1991 and 1992, petitioners clained Schedul e C deducti ons
for travel expenses of $43,084 and $18, 272, respectively, and
clai med Schedul e C deductions for neals and entertai nnment of
$29, 561 and $14, 734, respectively.

For many years, M. Black has placed title to his property
solely in his wife' s nane because of his concerns that his
property could be reached by potential creditors.

Ms. Black holds a bachel or of visual arts degree in
scul pture. Ms. Black did not personally sign the 1991 and 1992
joint returns. M. Black signed Ms. Black’s nanme to the 1991
and 1992 joint returns. Ms. Black did not review, and never
saw, the 1991 or 1992 joint returns before they were filed. She
al so never asked M. Black whether he had tinmely filed those
returns and did not know until well after the fact that those

returns had been fil ed.
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CPI NI ON

1. Period of Limtations and Fraud

We address the issues of fraud and the period of limtations
prior to the other issues in the instant case because, absent
fraud, the period of limtations prevents respondent’s assessnent
of the taxable years in issue. Sec. 6501(c)(1); see, e.qg.

Langworthy v. Comm ssioner, T.C. Mno. 1998-218. The notice of

deficiency was issued on June 9, 2004, after the expiration of
the general 3-year period of |limtations on assessnents for both
petitioners’ 1991 and 1992 taxable years. Sec. 6501(a).

However, in the case of the filing of a false or fraudul ent
return with intent to evade tax, the tax may be assessed at any
time. Sec. 6501(c)(1). |If the return is fraudulent in any

respect, it deprives the taxpayer of the bar of the statute of

[imtations for that year. Lowy v. Conm ssioner, 288 F.2d 517,
520 (2d Gr. 1961), affg. T.C. Meno. 1960-32. *“Thus, where fraud
is alleged and proven, respondent is free to determ ne a
deficiency wwth respect to all itens for the particul ar taxable

year without regard to the period of limtations.” Colestock v.

Comm ssioner, 102 T.C 380, 385 (1994). Moreover, if a joint

return was filed, proof of the fraudulent intent as to one spouse
lifts the bar of the statute of limtations as to both spouses.

Vannanan v. Conm ssioner, 54 T.C 1011, 1018 (1970).
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The Comm ssi oner has the burden of proving fraud by clear

and convincing evidence. Sec. 7454(a); Rule 142(b).

Respondent’ s burden of proof under section 6501(c)(1l) is the sane

as that inposed by section 6663. See Schaffer v. Conm ssioner,

779 F.2d 849, 857 (2d Cr. 1985), affg. in part and remanding in

part Mandina v. Conm ssioner, T.C Meno. 1982-34.

A. Proof of an Under paynent

To satisfy the Conm ssioner’s burden, the Conm ssioner mnust
show. (1) An underpaynent exists; and (2) the taxpayer intended
to evade taxes known to be ow ng by conduct intended to conceal,
m sl ead, or otherw se prevent the collection of taxes. Parks v.

Commi ssioner, 94 T.C 654, 660-661 (1990). The Comm ssi oner nust

meet that burden through affirmative evidence because fraud is

never inputed or presuned. Petzoldt v. Conm ssioner, 92 T.C

661, 699 (1989). If the Comm ssioner establishes that any
portion of an underpaynment in a particular year is attributable
to fraud, the entire underpaynent is treated as attributable to
fraud, except with respect to any portion of the underpaynent
whi ch the taxpayer establishes (by a preponderance of the
evidence) is not attributable to fraud. Sec. 6663(Db).
Respondent used the net worth nmethod to establish
petitioners’ inconme and the fact of an underpaynment. Under the

net worth nethod, taxable inconme is conputed by reference to the
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change in the taxpayer’'s net worth® during a year, increased for
nondeducti bl e expenses such as |iving expenses, and decreased for
itenms attributable to nontaxabl e sources such as gifts and | oans.
The resulting figure may be considered to represent taxable
i ncone, provided: (1) The Comm ssioner establishes the
t axpayer’s opening net worth with reasonable certainty, and
(2) the Comm ssioner either shows a |likely source of unreported

i ncome or negates possible nontaxable sources. United States v.

Massei, 355 U. S. 595, 595-596 (1958); Holland v. United States,

348 U. S. 121, 132-138 (1954); Brooks v. Comm ssioner, 82 T.C

413, 431-432 (1984), affd. w thout published opinion 772 F.2d 910
(9th Cr. 1985). Deductions are a matter of |egislative grace,
and petitioners nust prove they are entitled to the deductions.

Rul e 142(a); New Colonial Ice Co. v. Helvering, 292 U S. 435, 440

(1934).

Respondent has established petitioners’ opening net worth
w th reasonabl e accuracy. Petitioners, however, argue that M.
Bl ack nmai ntai ned a cash hoard and that respondent’s determ nation
of petitioners’ opening net worth does not take into
consideration petitioners’ cash hoard. According to M. Bl ack,
as of Decenber 31, 1990, petitioners had accunul ated a cash hoard

of between $500, 000 and $505, 000, consisting of bundles of $100

SAssets are generally listed at their cost rather than at
their current nmarket val ue. Cami en v. Conmi ssioner, 420 F.2d
283, 285 (8th Cr. 1970), affg. T.C. Meno. 1968-12.
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bills, and kept this cash hoard inside a suitcase in an unl ocked
closet in their residence.
We decide whether a witness is credible on the basis of
obj ective facts, the reasonabl eness of the testinony, and the

deneanor of the witness. Quock Ting v. United States, 140 U.S.

417, 420-421 (1891): Wbod v. Conmissioner, 338 F.2d 602, 605 (9th

Cr. 1964), affg. 41 T.C 593 (1964); Dozier v. Conm Sssioner,

T.C. Meno. 2000-255. Having had the opportunity to observe
petitioners and M. Black’s enployee, M. Plexico, at trial, we
find their testinony regarding the existence of a cash hoard to
lack credibility.

Petitioners had several bank and investnent accounts and
made regul ar use of them W find it inplausible that, as a
st ockbr oker and investnent adviser, M. Black had accumul at ed
$500, 000 in cash, and that he kept that cash in a closet at his
house.

Respondent repeatedly requested that petitioners provide
i nformati on about petitioners’ cash on hand, but they refused to
provi de such information. Petitioners and their representatives
were aware that respondent was using the net worth nethod of
proof to conpute petitioners’ taxable incone for the taxable
years 1991 and 1992. However, at no tinme during Agent MCarter’s

civil examnation, or Agent ODell’s crimnal investigation, did



- 21 -
petitioners or any of their representatives claimthat the net
worth adjustnents could be explained by the use of a | arge cash
hoar d.

Petitioners did not raise any cash hoard defense in either
their petition or their reply. Petitioners first raised their
cash hoard defense only after this case initially was set for
trial in Wnston-Salem North Carolina, on May 23, 2005.

Petitioners have failed to identify any source of funds for
the cash hoard ot her than supposed savi ngs over a nunber of
years. On the July 26, 1985, consuner |oan application to Honme
Federal , petitioners stated that they possessed “Cash on hand and
in banks” totaling $9,000. During Agent Helton’s exam nation of
petitioners 1987 through 1989 taxable years, petitioners failed
to identify any large quantities of cash on hand. At trial, M.
Bl ack testified that he had Iied to Agent Helton.

Furthernore, all of the expenditures in respondent’s net
worth cal cul ati ons are by check or credit cards eventually paid
by check. Also, there is no evidence of |arge cash deposits into
petitioners’ bank accounts. Thus, even if petitioners had a cash
hoard, it would not affect the net worth calculations as there is
no evi dence that any of the expenditures were paid by cash either

directly or through deposit and paynent by check.
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Respondent has negated all nontaxabl e sources of incone
all eged by petitioners. Respondent has shown that petitioners
did not receive any gifts or inheritances. Most inportantly,
respondent has negated petitioners’ cash hoard argunent.

During 1991 and 1992, M. Bl ack paid nedical insurance
prem uns of $6,307 and $4, 744, respectively. Respondent’s net
worth cal cul ation treats such anmpbunts as nondeducti bl e
expenditures. However, respondent allowed deductions for 25-
percent of the premiuns paid as self-enploynent health insurance.
See sec. 162(1)(1).

Under section 213(a), personal nedical and dental expenses
are deductible only to the extent they exceed 7.5 percent of
adj usted gross incone (AG). Accordingly, petitioners are not
entitled to deduct the remaining 75 percent of the nedical
i nsurance prem uns paid as personal nedical expenses as they do
not exceed 7.5 percent of petitioners’ adjusted gross incone.
Secs. 213(a), 162(1)(3)(A). Petitioners have not proven that any
deduction above the 25 percent allowed is appropriate.

Petitioners appear to argue that sone portion of the nedi cal
i nsurance prem uns shoul d be deducti bl e under section 162(a) as
ordi nary and necessary busi ness expenses. The parties have
stipulated that M. Black had a health insurance policy covering
hinmself and his famly as well as several enployees. However,

the record is silent as to what portion of the prem uns paid was
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for petitioners’ famly and what portion for the enpl oyees.
Thus, we are unable to estimate an anpunt deducti bl e under

section 162(a). See Cohan v. Comm ssioner, 39 F.2d 540, 543-544

(2d Cir. 1930); Vanicek v. Comm ssioner, 85 T.C 731, 742-743

(1985).

Petitioners challenge several other aspects of respondent’s
net worth conputation. Many of petitioners’ argunents confuse
benefits provided by an enployer to an enpl oyee with those
provi ded by a self-enployed individual to hinself. Additionally,
petitioners attenpt to attribute some paynents to Frank Bl ack,
Inc. However, Frank Black, Inc., did not have any bank or other
accounts in 1992, nor did it transact any business or have any
enpl oyees.

B. Proof That the Under paynent \Was Due to Fraud

Section 6663 inposes a penalty equal to 75 percent of the
portion of any underpaynent which is attributable to fraud. Sec.
6663(a). The penalty in the case of fraud is a civil sanction
provided primarily as a safeguard for the protection of the
revenue and to reinburse the Governnment for the heavy expense of
investigation and the loss resulting froma taxpayer’s fraud.

Hel vering v. Mtchell, 303 U S 391, 401 (1938). Fraud is

i ntenti onal wongdoing on the part of the taxpayer with the
specific purpose to evade a tax believed to be ow ng. MGCee V.

Comm ssioner, 61 T.C. 249, 256 (1973), affd. 519 F.2d 1121 (5th
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Cr. 1975). The existence of fraud is a question of fact to be

resolved fromthe entire record. Gj ewski v. Commi ssi oner, 67

T.C 181, 199 (1976), affd. w thout published opinion 578 F.2d
1383 (8th CGr. 1978).

However, fraud need not be established by direct evidence,
which is rarely available, but may be proved by surveying the
t axpayer’s entire course of conduct and draw ng reasonabl e

i nferences therefrom Spies v. United States, 317 U. S. 492, 499

(1943). Courts have relied on a nunber of indicia or badges of
fraud in deciding whether to sustain the Conm ssioner’s

determ nations with respect to the additions to tax for fraud.
Al t hough no single factor may be necessarily sufficient to
establish fraud, the existence of several indicia my be

persuasi ve circunstantial evidence of fraud. Solonon v.

Conm ssi oner, 732 F.2d 1459, 1461 (6th Cr. 1984), affg. per

curiamT.C. Meno. 1982-603; Beaver v. Commi ssioner, 55 T.C. 85,

93 (1970).

Crcunstantial evidence that may give rise to a finding of
fraudul ent intent includes: Understatenent of inconme, inadequate
records, failure to file tax returns, conceal nent of assets,
failure to cooperate with tax authorities, filing fal se
docunents, failure to nmake estimated tax paynents, engaging in
illegal activity, attenpting to conceal illegal activity, dealing

in cash, inplausible or inconsistent explanations of behavior, an
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intent to mslead which may be inferred froma pattern of
conduct, and lack of credibility of the taxpayer’s testinony.

Spies v. United States, supra at 499. The taxpayer's background

and the context of the events in question may be considered as

circunstanti al evidence of fraud. Spies v. United States, supra

at 497; Bradford v. Conm ssioner, 796 F.2d 303, 307 (9th G

1986), affg. T.C. Meno. 1984-601; N edringhaus v. Conmm ssioner,

99 T.C. 202, 211 (1992).

The instant case involves nunerous badges of fraud. M.
Bl ack grossly understated his income. The 1991 and 1992 j oi nt
returns reported negative taxable income of $49,538 and $11, 981,
respectively. Even after respondent’s m nor concessions at
trial, petitioners failed to report substantial amounts of
i ncone, including comrissions fromC ark Capital of $21, 843. 36.
Petitioners argue that their om ssion was an oversight on their
part because M. Black did not receive a Form 1099 from d ark
Capital. However, M. Black testified at trial that he
mai nt ai ned records of his business gross receipts, that he knew
he had received the dark Capital comm ssions, and that he had
recorded the comm ssion checks in his records. M. Black failed
to provide such records to his return preparer

Petitioners’ standard of living was inconsistent with the
negati ve incone reported on the 1991 and 1992 joint returns.

Petitioners hired a housekeeper and paid for their daughter’s
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col | ege expenses. During the years in issue, petitioners reduced
t heir hone nortgage bal ance from $36,857 to zero and reduced
their hone equity | oan bal ance from $47,823 to $20,062. 1In 1992,
they al so spent a total of $32,299 for inprovenents to their
resi dence and | andscapi ng.

M. Black has a history of refusing to cooperate with
respondent’s agents. During the exam nation of his taxable years
1979 through 1981, M. Black refused to discuss the |arge
deductions clainmed for contributions to the Universal Life
Church. During Agent Helton's investigation of taxable years
1987 through 1989, M. Bl ack generally was unresponsive and
evasive. At trial, while cross-exam ning Agent Helton, M. Bl ack
descri bed his own behavior during that audit as “a little
evasi ve”.

Finally, during the exam nation of his taxable years 1991
and 1992, M. Black refused to neet first with Agent MCarter and
then with both Agents McCarter and O Dell. Consequently, all of
Agent McCarter’s and Agent O Dell’s contacts with M. Black were
made through his representatives. Although the Agents attenpted
to get M. Black to cooperate, he provided only limted records.
M. Black failed to provide records for the bank accounts that
were in his nane. M. Black refused respondent’s repeated
requests to classify his checks as either business or personal

and to provide information concerning petitioners’ cash on hand.
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Because M. Bl ack refused to provide relevant records, Agents
McCarter and O Dell were forced to serve I RS sutmobnses upon M.
Bl ack, banks, and other third parties.

M. Black’s failure to cooperate caused frustration to his
own representatives. During Novenber, 1994, Agent O Dell
provided M. Black’s representatives with a printout of cancel ed
checks and asked themto have M. Black classify the purpose of
the checks as either business or personal. Mre than 3 nonths
later, M. Black still had not classified the checks. On
March 4, 1995, Agent O Dell wote M. Black’s representatives,
again requesting that M. Black classify the checks, and al so
asked that M. Black conplete and return the Cash On Hand
Statenent enclosed with that letter. On March 15, 1995, M.

Bl ack’ s principal attorney, Robert Mendenhall, advised Agent
ODell that M. Black “is being very obstinate” and that he hoped
that one of M. Black’s other attorneys, who was neeting with M.
Bl ack that “afternoon, can convince himthat this is a serious
matter”.

Petitioners also have a history of claimng inappropriate
charitabl e deductions first to ULC and to NFBC. On their joint
returns for taxable years 1979, 1980, and 1981, petitioners
cl ai med deductions for charitable contributions to the Universal

Life Church of $59, 182, $57,181, and $33, 629, respectively.
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After exam nation, respondent disallowed these deductions in
full. Petitioners ultimately agreed to the disall owance of al
cl ai med ULC deducti ons.

Li kewi se, petitioners clainmed charitable deductions on their
1987, 1988, and 1989 joint tax returns of $22,350, $13,125, and
$13, 250, respectively for contributions to NFBC. After
exam nation, respondent disallowed the NFBC deductions in full.
Petitioners ultimately agreed to the disallowance of all clained
NFBC deducti ons.

During the exam nation, M. Black gave Agent Helton a
statenment which he stated should be sufficient to verify the
deductions clainmed for contributions to NFBC. The st atenent
provi ded by M. Black included both the name of the all eged
church, listed as “New Faith Baptist, Inc.”, and the anounts of
the alleged charitable contributions.

Petitioners never provided any evidence to Agent Helton to
show t hat NFBC was a church. Agent Helton tried, wthout
success, to verify the existence of NFBC through other neans.
Agent Helton checked the tel ephone listing for Rock HIIl, S. C
and al so checked the IRS s official |isting of approved section
501(c) (3) organizations, but found no listings for the alleged
chur ch.

Because the statenment provided by M. Black included “Inc.”

in the alleged church’s name, Agent Helton checked with the
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SCSOS. Agent Helton |l earned fromthe SCSOS that a corporation
named New Faith Baptist, Inc., was on file, and that its articles
of incorporation listed petitioners’ Rock Hill, South Carolina,
address as its corporate address and listed M. Black as a
corporate officer

At trial, Ms. Black testified that she first becane aware
of NFBC “when soneone called nme on the phone and asked to speak
to sonebody fromthe church”. Ms. Black also testified that
after the call she asked M. Bl ack about NFBC and “he said [it]
used to be in the house; it used to be a church that he and his
friends had forned, and it was not valid”. After M. Black's
objection, Ms. Black altered her testinony saying: “what | was
saying is it was not there in the honme anynore.” Petitioners
never provided Agent Helton with any cancel ed checks or any ot her
credi bl e evidence to show that they had made any contributions to
NFBC (or any church) during 1987, 1988, or 1989.

Petitioners clainmed a nunber of inappropriate deductions for
personal expenditures for the years in issue, including, but not
limted to, a new range, re-covering a sofa, an aquarium and the
wor k perfornmed by Daniel Howachyn. Petitioners argue that such
deductions were for their honme office or Ms. Black’s hone-based
busi ness. However, at trial, they testified repeatedly that the
office was, in fact, their den and was not used exclusively for

busi ness pur poses.
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Section 280A(a) provides as a general rule that no deduction
otherwi se allowable to an individual “shall be allowed with
respect to the use of a dwelling unit which is used by the
t axpayer during the taxable year as a residence.” As relevant
herein, section 280A(c) (1) provides that the general rule of
section 280A(a) is not applicable to any itemto the extent it is
all ocable to a portion of the dwelling unit which is exclusively
used on a regular basis as the principal place of business for
any trade or business of the taxpayer, or as a place of business
which is used by patients, clients, or custonmers in neeting or
dealing with the taxpayer in the normal course of his trade or
busi ness. Expenses deducted as a busi ness use of hone nust be
deducti bl e under section 162 or sone other Code section. See
sec. 280A(a).

Petitioners clainmed Schedul e C deductions for eight checks
witten to their daughter Anita. W conclude, largely on the
basis of Agent ODell’s interviewwth Anita on Septenber 6,
1995, that such checks to Anita were gifts of noney and supplies
for her college work. The checks to Anita were not properly
deducti bl e as busi ness expenses.

Petitioners also clainmed Schedul e C deductions on their
joint 1991 and 1992 returns for paynents to their two young

chil dren, Dom nique and Jonathan. Petitioners contend that
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Dom ni que and Jonat han were M. Bl ack’ s enpl oyees and the
paynents to them were properly deducted as sal ary.

The record establishes that Dom ni que and Jonat han di d spend
sone time in M. Black’s office in Charlotte. Likew se, M.
Roberts, an enployee of M. Black, told Agent O Dell that the
children sonetines hel ped her “stuff and stanp” envel opes and
perform ot her chores |like enptying the trash. However, we are
not persuaded that anmounts paid to petitioners’ children were
conpensation for services rendered.

Petitioners failed to present any records to substantiate
t hat he enpl oyed Dom ni que and Jonat han t hroughout 1991 and 1992,
and admtted that they kept no witten records of the hours they
wor ked. When asked at trial to estimate the total hours each
child worked, M. Black answered: “let’s call it 1,000 hours per
year.” According to his estimate, M. Black’s children, who were
6 and 8 years old in 1991, worked the sane hours as one full-tine
adul t .

M. Black did not pay the children for services rendered.
Hi s actual enployee, Ms. Roberts, received a set annual salary,
pl us a bonus, and was paid by check twice per nonth. M. Black
properly withheld Social Security and incone taxes from her pay,
and issued a Form W2 reporting her wages. No Forns W4,
Enpl oyees Wt hhol ding Al l owance Certificate, were ever executed

for Dom ni que and Jonat han, no Social Security or incone taxes
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were withheld, their pay was reported on a Form 1099, and the
1991 salary was paid in a lunp sumto each. W concl ude that
respondent properly treated the paynments to Dom ni que and
Jonat han as nondeducti bl e personal expenditures and indicia of
fraud.

Petitioner overstated deductions for travel, neals and
entertai nment expenses and failed to provide credible evidence to
support such deductions at trial. During the exam nation of
petitioners’ taxable years 1991 and 1992, petitioners’
representative provided Agent McCarter with a travel |og prepared
by M. Black which purported to show M. Bl ack’s business travel
for taxable years 1991 and 1992. Agent MCarter returned the | og
to petitioners’ representative because she could not read M.

Bl ack’s handwiting and requested a | egible copy of the | og or
ot her docunentation to support M. Black’s deductions. Neither
M. Black nor his representatives ever provided a new travel |og
or any other evidence to support his deductions for business
travel, neals, or entertainnent.

Agent McCarter concluded that, on the basis of the amounts
of clainmed travel deductions and M. Black’s use of the standard
m | eage rate, M. Black had to have driven 156,669 mles in 1991

and 181,692 mles in 1992, which averages 429 mles per day in
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1991 and 498 miles per day in 1992.4 At an average rate of 60
mles per hour, M. Black would have had to drive between 7 and 8
hours per day, 7 days per week,® not including tinme spent stopped
for gas or neals, or neeting with clients.

At trial, both petitioners testified that M. Black “l oved
to drive”. Petitioners argue that M. Black’ s business was just
starting up and client contact was very inportant. However,
petitioners failed to identify even one instance of any business-
related travel for either year in issue by destination or nane of
client. Additionally, the original travel log is now m ssing and
is not part of the record.

M. Black may have travel ed for business purposes. However,
we are convinced that the deductions for travel clainmed on the
1991 and 1992 joint returns are grossly overstated. W find that
such overstatenents are indicative of M. Black’s fraudul ent
intent to avoid taxes.

Petitioner is an intelligent and wel | -educat ed busi nessman.
W find that he had a basic conprehension of Federal tax natters
and he understood that individuals nmust report their gross incone
and can only cl ai mdeductions for anmounts actually paid in the
ordi nary and necessary course of business, and not for personal

expendi t ur es.

4156, 669/ 365 = 429.23; 181, 692/ 365 = 497.79
°429/60 = 7.15; 498/60 = 8.3
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M. Black attenpted to conceal assets by placing title to
the assets in his wwfe’'s nanme. At trial, M. Black testified
that he placed title to property solely in his wife’s nane so
that his creditors would not be able to reach it.

Finally, petitioners provided inplausible or inconsistent
expl anations to explain the discrepancy in the net worth
cal cul ations; nanely, that they had a cash hoard of $500, 000.

As di scussed above, we do not find any of the testinony presented
regardi ng the cash hoard to be credible.

C. Concl usi on

We conclude that the record shows by clear and convincing
evi dence that petitioners understated their inconme and overstated
deductions and that there are sufficient badges of fraud to show
t hat understated i ncone and overstated deductions are due to M.
Black’s fraudulent intent. Petitioners have failed to prove any
portion of the underpaynent is not attributable to fraud.
Accordingly, we hold that section 6501(a) does not bar the
assessnment and collection of taxes for 1991 and 1992 and that M.
Black is |iable for the fraud penalty pursuant to section 6663.

2. Anmpunt of the Deficiency

Al t hough petitioners conceded some unreported gross incone,
petitioners did not concede the deficiencies determ ned by
respondent. Petitioners contend they are entitled to a nunber of

adj ustnents to gross incone not allowed by respondent.
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CGenerally, the Comm ssioner’s determ nations are presuned
correct, and the taxpayer bears the burden of proving otherw se.

Rul e 142(a)(1); Welch v. Helvering, 290 U.S. 111, 115 (1933).

Sone of petitioners’ contentions are addressed above in the

di scussion of fraud and do not bear repeating here, except that
we conclude that petitioners have failed to prove respondent’s
adj ustnents are not correct. Accordingly, we uphold respondent’s
determ nation with respect to those adjustnents; i.e., the
Schedul e C adjustnents, the paynents to petitioners’ children,
and the travel adjustnents. The remaining contested itens are
addr essed bel ow.

In the notice of deficiency, respondent disallowed a net
operating | oss deduction for petitioners’ taxable years 1991 and
1992. Section 172(a) allows a “net operating |oss deduction” for
the aggregate of net operating |oss carrybacks and carryovers to
the taxable year. The term“net operating |oss” (NOL) is defined
in section 172(c) to nean the excess of deductions allowed by
chapter one over gross incone. Section 172(b)(1)(A) generally
provi des that the period for an NOL carryback is 3 years and that
the period for an NOL carryover is 15 years.

However, a taxpayer may elect to relinquish the carryback
period with respect to an NOL for any taxable year, thereby using

the loss to offset income only in future years. Sec. 172(b)(3).
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Respondent does not dispute that petitioners elected to
relinqui sh the carryback periods for 1990 and 1991 and apply the
NCLs agai nst income for 1991 and 1992. Respondent, however,
argues that petitioners have failed to show that they incurred
any NOL in either 1990 or 1991. Deductions are a matter of
| egi slative grace, and petitioners nust prove they are entitled

to the deductions. Rule 142(a); New Colonial lce Co. V.

Hel vering, 292 U S. 435, 440 (1934).

Petitioners were audited for the taxable years 1987, 1988,
and 1989, and later resolved their Tax Court cases® for those
years by agreeing to deficiencies in incone tax and rel ated
additions to tax for all 3 years. Additionally, the settlenent
establishes that petitioners did not incur any NCLs in any of
t hose years, and that no NOL carryover deduction from any pre-
1987 taxable year existed to be carried forward. Thus,
petitioners’ entitlenment to any NOL carryover deduction for
t axabl e years 1991 and 1992 depends sol ely on whet her they have
substanti ated both the existence and anount of any NOL for 1990
or 1991.

Petitioners argue that their 1990 return shows an NOL of
$19, 008, and that, by not exam ning petitioners’ 1990 taxable
year, respondent has conceded the NOL and cannot disallow it now

Petitioners’ argument is without nerit. Respondent’s failure to

®Docket Nos. 10472-91 and 1615-92.
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audit or disallow a loss claimed on a return for one year does
not estop respondent fromdisallow ng an NOL carryover of that

loss to a future year. Rollert Residuary Trust v. Conm Ssioner,

80 T.C. 619, 636 (1983), affd. on another issue 752 F.2d 1128
(6th Gr. 1985). Petitioners have failed to substantiate the
exi stence or anount of any NOL carryover deduction for the

t axabl e years 1991 and 1992.

Under section 1211(b), noncorporate taxpayers are all owed
capital losses only to the extent of capital gains plus $3, 000.
Section 1212(b) allows noncorporate taxpayers to carry forward
capital |losses to subsequent taxable years, but it does not allow
such taxpayers to carry back capital |osses to prior taxable
years.

In the notice of deficiency, respondent disallowed capital
| oss deductions for petitioners’ taxable years 1991 and 1992 of
$3, 000 and $2, 721, respectively. Petitioners advance essentially
t he sane estoppel argunent as with the NCL carryover.

Petitioners, however, claimthe capital |osses carried over to
1991 and 1992 arose in taxable years 1981 through 1983 and t hat
deductions of those | osses were subsequently allowed in the
audi ted years 1987 through 1989. Petitioners argue that by
allowing the loss in the audited years, respondent has conceded
the full capital |oss carryover amount shown on the returns for

1991 and 1992.
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Each taxabl e year stands al one, and the Conm ssi oner may
chal l enge in a succeedi ng year what was condoned or agreed to in

a former year. Auto. Cub of Mch. v. Comm ssioner, 353 U S. 180

(1957). A settlenent agreenent is binding only wwth respect to

the years specified by the agreenent. Goldnman v. Conm SSioner,

39 F. 3d 402, 405-406 (2d Cr. 1994), affg. T.C Menp. 1993-480.
Petitioners have failed to substantiate that they are entitled to
claimany capital |oss deduction for the taxable year 1991 or a
capital loss in excess of $271 for taxable year 1992.7

In the notice of deficiency, respondent determ ned that
petitioners failed to report interest and dividend i ncone on
their 1992 joint return of $3,748 and $35, respectively.
G oss incone includes all interest and dividends received by a
taxpayer during the taxable year. Sec. 61(a)(4).

Petitioners argue that they reported $754 of interest on the
1992 incone tax return filed by Frank Black, Inc. However, al
interest at issue appears on Fornms 1099 issued to M. Black in
hi s individual name and Social Security nunber. At trial, M.
Bl ack indicated that he had assigned that income to the

corporation.® The assignnent of income doctrine prevents

'Respondent allowed a capital |oss deduction of $271 for
t axabl e year 1992.

%W note that Frank Black, Inc., had no checking or other
accounts in 1992 and does not appear to have carried on any
oper ati ons.
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petitioners from avoiding taxation on their interest incone by

assigning that incone to another. Lucas v. Earl, 281 U S 111

(1930).

Petitioners failed to present any evidence regarding the $35
of dividend incone. Accordingly, we conclude that petitioners
failed to report interest and dividend incone on their 1992 joint
return of $3,748 and $35, respectively.

3. Section 6662(a) Penalty

Pursuant to section 6662(a), a taxpayer may be liable for a
penalty of 20 percent of the portion of an underpaynent of tax
attributable to a substantial understatenment of inconme tax or
due to negligence or disregard of rules or regul ations.

Sec. 6662(b). The term “understatenent” neans the excess of the
anount of tax required to be shown on a return over the anount of
tax i nposed which is shown on the return, reduced by any rebate
(within the neaning of section 6211(b)(2)). Sec. 6662(d)(2)(A).
Ceneral ly, an understatenent is a “substantial understatenent”
when t he under st at enent exceeds the greater of $5,000 or 10
percent of the anobunt of tax required to be shown on the return.
Sec. 6662(d)(1)(A). The term “negligence” in section 6662(b)(1)
includes any failure to make a reasonable attenpt to conply with

the Code. Sec. 6662(c).
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Ms. Black is not liable for the accuracy-related penalty

i nposed by section 6662(a) because the underpaynents of tax for

t axabl e years 1991 and 1992 are due to fraud by M. Black. Sec.

6662(b); Zaban v. Comm ssioner, T.C Menp. 1997-479; Aflalo v.

Conmi ssioner, T.C. Meno. 1994-596; Mnter v. Conmm ssioner, T.C

Meno. 1991-448.

We have considered all of petitioners’ contentions, and, to
the extent they are not addressed herein, they are irrelevant,
nmoot, or without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




